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ESTIMATES  OF  TAX  EXPENDITURES 
I.  Introduction 

This  report  on  tax  expenditures  is  prepared  for  the  House  Com- 
mittee on  Ways  and  Means  and  the  Senate  Committee  on  Finance, 
and  it  also  is  submitted  as  the  report  of  the  Joint  Committee  on 
Taxation  to  the  House  and  Senate  Committees  on  the  Budget.  As 
in  the  case  of  earlier  reports,1  the  estimates  in  this  report  were 
prepared  with  the  extensive  assistance  of  the  staff  of  the  Office  of 
Tax  Analysis  in  the  Treasury  Department.  The  first  two  reports 
were  prepared  at  the  request  of  the  conferees  on  the  Revenue  Act 
of  1971  that  tax  expenditure  data  be  submitted  regularly  to  Con- 
gress by  the  Joint  Committee  staff.  The  last  report  was  published 
one  year  ago  for  submission  to  the  Committees  on  the  Budget. 

On  January  31,  1983,  the  Administration  published  its  estimates 
of  tax  expenditures  for  fiscal  years  1982-1984  in  Special  Analysis  G 
of  the  Budget  for  fiscal  year  1984.2 

This  report  covers  estimates  of  tax  expenditures  for  fiscal  years 
1983-1988.  The  tax  expenditure  items  included  in  this  pamphlet 
and  in  Special  Analysis  G  overlap  to  a  considerable  extent.  Com- 
ments on  some  of  the  differences  appear  in  Part  II  of  this  report. 
The  tax  expenditure  report  by  the  Congressional  Budget  Office 
(CBO),  which  will  be  published  later  this  year,  will  contain  the 
same  listings  as  this  publication.  The  staff  of  the  Joint  Committee 
has  made  its  estimates  in  terms  of  the  provisions  in  present  law  (as 
enacted  through  the  97th  Congress)  and  has  assumed  that  the  expi- 
ration dates  which  apply  to  some  provisions  will  not  be  extended  or 
otherwise  modified  and  that  no  other  changes  will  be  made  in  the 
present  law.  However,  provisions  are  not  listed  if  their  effect  on 
revenue  results  only  from  taxpayer  activity  in  prior  years.  For  ex- 
ample, although  taxpayers  are  currently  entitled  to  carryovers  of 
the  general  jobs  credit,  it  is  not  listed  as  a  tax  expenditure  because 
only  wages  paid  in  1977  and  1978  were  eligible  for  the  credit. 

Part  II  of  this  report  contains  a  discussion  of  the  concept  of  tax 
expenditure,  and  it  is  followed  in  Part  III  by  a  discussion  of  the 
measurement  of  tax  expenditures.  Estimates  of  tax  expenditures 
are  presented  in  tables  1  and  2  in  Part  IV. 


1  Estimates  of  Federal  Tax  Expenditures,  October  4,  1972,  June  1,  1973,  July  8,  1975,  March  15, 
1976,  March  16,  1977,  March  14,  1978,  March  15,  1979,  March  6,  1980,  March  16,  1981,  and 
March  8,  1982. 

2  "Tax  Expenditures,"  Special  Analysis  G,  The  Budget  of  the  United  States  Government  for 
Fiscal  Year  1981 
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II.  The  Concept  of  Tax  Expenditures 
Overview 

Tax  expenditure  estimates  measure  the  decrease  in  individual 
and  corporate  income  tax  liabilities  that  result  from  provisions  in 
income  tax  laws  and  regulations  that  provide  economic  incentives 
to  the  private  sector  or  tax  relief  to  particular  kinds  of  taxpayers. 
These  tax  provisions  take  the  form  of  exclusions,  credits,  deduc- 
tions, preferential  tax  rates,  or  deferrals  of  tax  liability.  The  term 
tax  expenditure  is  derived  from  the  assumption  that  the  goals  of 
these  favorable  tax  provisions  could  be  accomplished  by  replacing 
them  with  direct  expenditure  programs.  Tax  expenditures,  in  this 
view,  are  analogous  to  those  direct  expenditures  which  have  no 
program  spending  limits,  and  which  are  available  as  entitlements 
to  individuals  and  corporations  who  meet  the  criteria  established 
for  the  programs.  As  in  an  entitlement  program,  any  taxpayer  who 
meets  the  criteria  specified  in  the  Internal  Revenue  Code  may  use 
the  provision  without  any  further  action  by  the  Federal  Govern- 
ment. Tax  expenditure  provisions,  unlike  direct  spending  pro- 
grams, are  administered  by  the  Internal  Revenue  Service. 

From  the  viewpoint  of  the  budget  process,  fiscal  policy  and  the 
allocation  of  resources,  uncontrollable  outlays  or  revenue  losses  re- 
strict the  range  of  adjustments  that  can  be  made  in  public  policy. 
Budget  documents  present  details  about  current  and  proposed 
spending  programs,  and  tables  of  Federal  tax  receipts  simply  pres- 
ent the  amount  of  revenue  derived  from  specific  taxes,  e.g.,  the  in- 
dividual income  tax,  corporation  income  tax,  excise  taxes,  and 
social  security  taxes,  without  any  information  about  revenues  fore- 
gone because  of  tax  expenditure  items.  One  of  the  initial  purposes 
of  the  listing  of  tax  expenditures  was  to  provide  Congress  with  the 
information  it  would  need  to  select  between  a  tax  or  an  outlay  ap- 
proach to  accomplish  a  given  goal  of  public  policy. 

In  this  report,  the  staff  followed  the  definition  of  tax  expendi- 
tures that  appears  in  the  Congressional  Budget  Act:  "...  those 
revenue  losses  attributable  to  provisions  of  the  Federal  tax  laws 
which  allow  a  special  exclusion,  exemption  or  deduction  from  gross 
income  or  which  provide  a  special  credit,  a  preferential  rate  of  tax 
or  a  deferral  of  tax  liability."  The  legislative  history  of  the  Act  in- 
dicates that  tax  expenditures  are  to  be  defined  with  reference  to  a 
"normal"  tax  structure,  and  it  also  refers  to  the  first  2  tax  expendi- 
ture pamphlets  prepared  by  the  Joint  Committee  staff  in  which  the 
"normal"  tax  structure  was  used  as  the  reference  point.  Under  the 
individual  income  tax,  this  normal  tax  structure  includes  a  single 
personal  exemption  for  each  taxpayer  and  one  for  each  dependent; 
the  zero  bracket  amount,  which  serves  as  a  general  minimum 
standard  deduction  for  all  taxpayers;  the  progressive  rate  struc- 
ture; the  exclusions  for  various  types  of  imputed  income,  such  as 
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the  rental  value  of  owner-occupied  homes;  and  deductions  for  costs 
incurred  in  producing  net  income,  e.g.,  investment  expenses  or  the 
cost  of  the  tool  that  a  mechanic  uses.  Analogously,  the  normal  tax 
structure  of  the  corporation  income  tax  includes  deductions  for  the 
costs  incurred  in  producing  income,  including  depreciation.  Howev- 
er, it  does  not  include  the  graduated  tax  rate  structure  on  the 
grounds  that  those  provisions  are  intended  as  a  way  of  providing 
tax  relief  to  small  corporations. 

The  staff  acknowledges  that  its  concept  of  a  normal  tax  structure 
may  err  on  the  side  of  being  too  narrow  and  that  its  definition  of 
tax  expenditures  may  err  on  the  side  of  being  too  broad.  The  staffs 
approach  traditionally  has  been  to  list  any  item  as  a  tax  expendi- 
ture for  which  there  is  a  reasonable  basis  for  such  classification 
and  a  revenue  loss  above  a  de  minimis  amount.  The  staff  empha- 
sizes, however,  that  in  the  process  of  listing  tax  expenditure  items 
no  judgment  is  made,  nor  any  inference  intended,  about  the  desir- 
ability of  any  special  provision  as  public  policy,  or  about  the  effec- 
tiveness of  the  tax  approach  relative  to  other  methods  available  to 
the  Federal  Government  for  achieving  the  particular  public  policy 
goals  intended. 

As  defined  in  the  Congressional  Budget  Act,  the  concept  of  tax 
expenditure  refers  to  the  corporation  and  individual  income  taxes. 
Other  parts  of  the  Internal  Revenue  Code — excise  taxes,  employ- 
ment taxes,  estate  and  gift  taxes — also  have  exceptions,  exclusions, 
refunds,  and  credits,  such  as,  gasoline  tax  exemptions  for  nonhigh- 
way  uses.  The  staff  is  studying  whether  it  would  be  useful  to 
expand  the  coverage  of  tax  expenditures  to  types  of  taxes  other 
than  income  taxes. 

Special  Analysis  G  (in  the  Budget  for  fiscal  year  1984)  has  report- 
ed two  estimates  of  tax  expenditures — revenue  loss  and  outlay 
equivalents.  In  this  report,  only  revenue  loss  estimates  are  report- 
ed, since  this  conforms  with  the  requirement  in  the  Congressional 
Budget  Act  that  the  Joint  Committee  is  to  report  revenue  losses 
from  tax  expenditures.  The  outlay  equivalent  of  a  tax  expenditure 
is  the  size  of  the  outlay  which  would  be  needed  to  produce  the 
equivalent  of  the  benefits  obtained  from  the  tax  expenditure.  Often 
the  outlay  equivalent  is  greater  than  the  revenue  loss,  because  in 
many  cases  outlays  would  have  to  be  included  in  the  taxable 
income  of  the  beneficiaries  of  the  program.  The  outlay  equivalent 
measure  is  useful  in  comparing  tax  expenditures  with  outlay  pro- 
grams. 

Individual  income  tax 

The  staff  does  not  include  as  tax  expenditures  either  the  zero 
bracket  amount  or  the  personal  exemption  for  the  taxpayer  and  de- 
pendents because  Congress  believes  these  amounts  approximate  the 
level  of  income  below  which  it  would  be  difficult  for  an  individual 
or  a  family  to  obtain  minimal  amounts  of  food,  clothing  and  shel- 
ter. Thus,  itemized  deductions  are  classified  as  tax  expenditures 
only  to  the  extent  they  exceed  the  zero  bracket  amount. 

Deductions  for  costs  incurred  in  producing  income  are  considered 
part  of  the  normal  tax  structure  and,  therefore,  are  not  listed  as 
tax  expenditures.  These  include  deductions  for  moving  expenses, 
employee  business  expenses,  investment  expenses,  and  business-re- 


lated  travel  expenses.  Itemized  deductions  for  nonmortgage  interest 
are  listed  as  a  tax  expenditure  only  to  the  extent  that  those  deduc- 
tions exceed  investment  income.  This  treatment  of  interest  repre- 
sents a  change  from  previous  years,  when  a  separate  tax  expendi- 
ture was  listed  for  consumer  interest,  defined  as  interest  incurred 
on  installment  loans,  credit  card  loans  and  other  consumer  loans. 
Because  money  is  fungible,  the  staff  believes  that  it  is  improper  to 
classify  interest  based  solely  on  the  character  of  the  lender  or  the 
type  of  loan;  therefore,  this  report,  in  effect,  assumes  that  all  non- 
mortgage  interest  is  investment  interest  (and,  hence,  not  a  tax  ex- 
penditure) to  the  extent  it  does  not  exceed  investment  income  and 
that  all  remaining  itemized  interest  is  classified  as  a  tax  expendi- 
ture. 

The  new  provisions  for  capital  gains  treatment  on  incentive  stock 
options,  which  were  enacted  in  the  Economic  Recovery  Tax  Act  of 
1981,  are  not  treated  as  a  tax  expenditure.  Even  though  these  rep- 
resent deviations  from  a  normal  individual  income  tax  structure, 
the  revenue  loss  from  capital  gains  treatment  is  offset  by  the  reve- 
nue gain  resulting  from  the  fact  that  the  employer  loses  his  deduc- 
tion when  employee  compensation  is  paid  in  the  form  of  incentive 
stock  options. 

The  failure  to  tax  imputed  income  received  by  individuals  from 
the  services  of  their  own  durable  assets  is  not  treated  as  a  tax  ex- 
penditure. Such  imputations  are  often  considered  as  income  under 
other  concepts  of  income,  such  as,  in  measuring  gross  national 
product.  However,  measurement  of  the  imputed  income  for  income 
tax  purposes  would  present  severe  administrative  problems,  and  its 
exclusion  from  taxable  income  is  as  much  an  administrative  neces- 
sity as  a  specific  incentive  to  encourage  certain  kinds  of  consump- 
tion. The  imputed  income  from  an  owner-occupied  home  is  the 
most  prominent  of  these  omitted  items;  among  the  others  are  the 
income  that  could  be  imputed  to  household  furniture  and  appli- 
ances, books  and  art  collections,  and  automobiles.  If  all  the  imput- 
ed income  items  were  included  in  adjusted  gross  income,  however, 
it  would  be  proper  to  include  all  interest  deductions  as  part  of  the 
normal  tax  structure,  since  interest  deductions  would  be  allowable 
as  a  cost  of  producing  imputed  income.  Thus,  in  effect,  the  staffs 
listing  of  certain  interest  deductions  as  a  tax  expenditure  is  a  sub- 
stitute for  not  listing  the  exclusion  of  imputed  income  on  durable 
assets. 

The  new  deduction  for  two-earner  couples  added  by  the  1981  tax 
Act,  is  included  as  a  tax  expenditure  on  the  grounds  that  it  applies 
to  only  one  type  of  income — earned  income.  The  Administration  ex- 
cluded it  from  Special  Analysis  G,  presumably  because  it  consid- 
ered this  deduction  to  be  part  of  the  basic  structure  of  the  income 
tax,  along  with  the  other  provisions  for  differentiating  tax  liabil- 
ities between  different  types  of  tax  units. 

The  staff  analysis  does  not  agree  with  the  special  analysis  on  an- 
other tax  expenditure  affecting  the  individual  income  tax.  The  esti- 
mate of  capital  gains  at  death  in  this  report  is  computed  as  the 
excess  of  the  sales  price  of  a  capital  asset  over  the  value  at  the 
time  of  acquisition  by  the  original  owner.  Capital  gains  at  death 
are  included  in  Special  analysis  G  only  to  the  extent  of  carryover 
basis  but  not  the  exclusion  of  60  percent  of  the  capital  gain.  The 


exclusions  of  carryover  basis  and  60  percent  of  the  capital  gain  are 
included  in  the  estimate  of  capital  gains  at  death  in  this  report. 

Business  income  taxation 

For  business  income,  taxed  under  the  both  the  individual  and 
corporate  income  taxes,  the  most  difficult  issues  in  defining  tax  ex- 
penditures relate  to  capital  costs,  which  are  costs  not  properly  allo- 
cable to  income  earned  in  a  single  year.  The  staff  assumes,  for  ex- 
ample, that  the  normal  tax  structure  would  permit  cost  recovery 
deductions  on  equipment  under  some  form  of  accelerated  depreci- 
ation over  the  estimated  useful  life  of  the  asset.  For  structures,  it  is 
assumed  that  the  normal  tax  structure  would  involve  straight-line 
depreciation  over  the  estimated  useful  life.  The  tax  law  applicable 
to  pre-1981  depreciable  equipment  permitted  taxpayers  to  shorten 
tax  lives  for  purposes  of  computing  depreciation  deductions  by  up 
to  20  percent  under  the  Asset  Depreciation  Range  (ADR)  system. 
This  ADR  variance  is  considered  a  tax  expenditure.  Providing  in- 
vestment incentives  through  allowing  investors  to  depreciate  prop- 
erty over  periods  shorter  than  the  expected  useful  lives  was  carried 
further  with  enactment  of  the  Accelerated  Cost  Recovery  System 
(ACRS).  Under  this  provision,  statutory  cost  recovery  periods  were 
established  for  both  equipment  and  structures,  generally  without 
regard  to  the  expected  useful  life  of  the  property.  Shortened  useful 
lives  under  ACRS  and  ADR  are  treated  as  a  tax  expenditure  in  this 
report  to  the  extent  that  it  provides  cost  recovery  deductions  in 
excess  of  what  is  assumed  to  be  the  normal  tax  structure.  Special 
Analysis  G  omits  this  as  a  tax  expenditure. 

One  of  the  problems  with  the  staffs  definition  of  the  depreci- 
ation tax  expenditure  is  that  it  neglects  the  effect  of  inflation  in 
eroding  the  real  value  of  depreciation  deductions.  Even  with  accel- 
erated depreciation,  taxpayers  will  not  always  receive  deductions 
whose  real  value  corresponds  to  the  amount  they  originally  paid 
for  the  asset.  A  similar  problem  arises  in  the  definition  of  the  tax 
expenditure  for  capital  gains.  The  staff  is  studying  whether  to  alter 
the  definitions  of  these  and  other  tax  expenditures  to  take  account 
of  the  distortions  caused  by  inflation. 

Safe-harbor  leasing,  as  enacted  in  the  1981  tax  Act,  is  classified 
as  a  separate  tax  expenditure.  This  provision  departs  from  normal 
tax  rules  by  allowing  taxpayers  to  use  paper  transactions,  without 
economic  substance,  to  transfer  tax  benefits  among  themselves. 

The  staff  estimated  the  tax  expenditure  for  expensing  of  research 
and  development  expenditures  with  reference  to  a  longer  useful 
life  than  the  3  years  provided  under  ACRS. 

The  foreign  tax  credit  is  not  classified  here  as  a  tax  expenditure 
because  it  is  considered  a  way  of  taking  into  account  the  interrela- 
tionship of  domestic  and  foreign  tax  systems  and  avoiding  double 
taxation.  In  addition,  this  analysis  does  not  attempt  to  go  behind 
the  treatment  as  income  taxes  by  U.S.  taxpayers  of  payments  to 
foreign  governments  as  income  taxes,  i.e.,  it  does  not  attempt  to  de- 
termine whether  such  payments  claimed  as  foreign  tax  credits  sat- 
isfy the  requirements  of  creditability. 
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Other  comparisons  with  Special  Analysis  G 

There  are  other  differences  in  the  estimates  of  the  revenue  loss 
from  some  tax  expenditures  between  this  report  and  the  special 
analysis.  Aside  from  conceptual  differences  that  have  been  noted  in 
the  text  above,  the  Joint  Committee  staff  prepared  its  estimates  at 
a  later  date  and  thereby  benefited  from  more  current  statistics, 
market  prices  and  interest  rates. 

Three  items  which  appear  both  in  this  report  and  in  Special 
Analysis  G  are  listed  under  the  Income  Security  function  in  Special 
Analysis  G  but  are  shown  under  other  budget  functions  here: 

Exclusion  of  interest  on  State  and  local  housing  bonds  for 
rental  housing  is  in  the  Commerce  and  Housing  function; 

Amortization  of  motor  carrier  operating  rights  is  in  the 
Transportation  function; 

Deduction  for  adoption  expenses  is  in  the  function  for  Educa- 
tion, Training,  Employment,  and  Social  Services. 
The  following  17  items  are  included  as  tax  expenditures  in  table 
1  (below),  but  they  were  excluded  from  Special  Analysis  G.  One 
item,   income   of  trusts   to   finance   supplemental   unemployment 
benefits,  was  included  in  Special  Analysis  G  but  is  not  in  table  1. 

International  affairs 

Deferral  of  income  of  controlled  foreign  corporations. 

General  science,  space  and  technology 

Suspension  of  regulations  relating  to  allocation  under  section  861 
of  research  and  experimental  expenditures. 

Natural  resources  and  environment 

Exclusion  of  payments  in  aid  of  construction  of  water,  sewage, 
gas  and  electric  utilities. 

Agriculture 

Deductibility  of  patronage  dividends  and  certain  other  items  of 
cooperatives. 
Exclusion  of  certain  cost  sharing  payments. 

Commerce  and  housing 

Net  interest  exclusion. 

Deductibility  of  nonmortgage  interest  in  excess  investment 
income. 

Depreciation  on  rental  housing  in  excess  of  straight-line. 

Depreciation  on  buildings  (other  than  rental  housing)  in  excess  of 
straight-line. 

Accelerated  depreciation  on  equipment  other  than  leased  proper- 
ty. 

Capital  gains  at  death. 
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Reduced  rates  on  the  first  $100,000  of  corporate  taxable  income. 
Education,  training,  employment,  and  social  services 

Exclusion  of  scholarship  and  fellowship  income. 
Exclusion  of  employer  provided  child  care. 
Deduction  for  two-earner  married  couples. 

Income  security 

Exclusion  of  public  assistance  benefits. 
Individual  retirement  plans. 


III.  Measurement  of  Tax  Expenditures 

Estimates  of  tax  expenditures  as  revenue  losses  are  subject  to  im- 
portant limitations.  Each  tax  expenditure  is  measured  in  isolation. 
The  amount  of  a  deduction  is  added  back  into  taxable  income, 
which  raises  its  level.  The  difference  between  the  estimates  of  tax 
liabilities  under  present  law,  which  provides  for  the  deduction,  and 
the  higher  level  of  tax  liabilities  under  the  assumption  that  the 
provision  does  not  exist  is  the  amount  of  the  tax  expenditure.  For 
this  computation,  it  is  assumed  that  nothing  else  changes. 

If  two  or  more  items  were  to  be  eliminated  simultaneously,  the 
result  of  the  combination  of  changes  might  produce  a  lesser  or 
greater  revenue  effect  than  the  sum  of  the  amounts  shown  for  each 
item  separately.  This  means  that  the  addition  of  the  amounts  of 
various  tax  expenditure  items  is  of  quite  limited  usefulness,  and 
this  is  why  totals  for  table  1  are  shown  only  in  a  footnote. 

If  a  tax  expenditure  item  were  to  be  eliminated,  it  is  possible 
that  Congress  would  deal  with  the  underlying  reason  for  enacting 
the  tax  expenditure  in  another  way,  rather  than  simply  terminat- 
ing federal  assistance  of  any  kind.  To  the  extent  that  a  replace- 
ment program  would  be  adopted,  the  higher  revenues  received  as  a 
result  of  the  elimination  of  a  tax  expenditure  might  not  represent 
a  net  budget  gain.  The  nature  of  any  alternative  program  cannot 
be  anticipated:  whether  it  would  involve  direct  expenditures,  direct 
loans,  or  loan  guarantees;  or  whether  it  would  involve  a  different 
form  of  a  tax  expenditure,  or  a  general  reduction  in  tax  rates.  It 
was  not  assumed  when  the  estimates  were  made  that,  if  any  of 
these  provisions  were  repealed,  adjustments  would  be  made 
through  fiscal  or  monetary  policy  to  offset  the  effects  of  higher  tax 
liabilities  on  the  economy. 

Year  to  year  differences  in  the  estimates  for  each  tax  expendi- 
ture may  be  explained  by  changes  in  tax  law,  e.g.,  the  reduction  in 
marginal  tax  rates  and  the  indexing  provision  enacted  in  the  Eco- 
nomic Recovery  Tax  Act  of  1981,  which  affect  the  estimates  for 
successive  years.  Some  of  the  estimates  for  this  tax  expenditure 
budget  may  differ  from  estimates  made  in  previous  years  because 
of  inflation,  changed  economic  conditions,  the  availability  of  better 
data,  and  improved  estimating  techniques.  Similar  differences  also 
occur  in  the  budget  estimates  for  direct  outlays. 
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IV.  Tax  Expenditure  Estimates 

To  aid  analysis  of  the  economic  benefits  provided  through  the  tax 
laws  to  various  sectors  of  the  economy,  the  tax  expenditures  are 
grouped  in  table  1  in  the  same  functional  categories  as  outlays  in 
the  federal  budget.  Estimates  are  shown  separately  for  individuals 
and  corporations.  Some  tax  expenditures  do  not  fit  clearly  into  any 
of  the  budget  functional  categories,  and  they  have  been  placed  in 
the  functional  category  which  is  the  most  appropriate.  A  list  of  the 
differences  in  the  classification  of  specific  tax  expenditures  among 
functional  categories  between  Special  Analysis  G  and  this  report 
appears  in  Part  II,  on  pages  6  and  7. 

Table  2  provides  estimates  by  expanded  income  class  for  some  of 
the  tax  expenditures  which  affect  individual  taxpayers.  Not  all  tax 
expenditures  which  affect  individuals  are  shown  in  this  table  be- 
cause of  the  difficulty  in  making  reliable  estimates  of  the  distribu- 
tion. Tables  1  and  2  assume  the  tax  law  as  enacted  through  the  97th 
Congress. 
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